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began a series of market-oriented reforms in the econo- 
my of the People’s Republic of China. A key component 
of these reforms has been to introduce foreign capital, 

| know-how, and technology. It would be an understate- 
ment to say that foreign investors have responded favor- 
ably. 

With extraordinary average annual increases in its 
gross domestic product since 1979 — and a population 
expected to reach 1.3 billion by the year 2000 — China 

| is rightly seen as potentially the largest market in the 
world for many goods and services. With the rest of the 
world, Mississippi-based businesses have begun to look 
to China for profit opportunities. In this article, we iden- 
tify some of the basic legal considerations for U.S. com- 
panies contemplating establishing a business in China. 

As China has progressed to what it has termed a 
“socialist market economy with Chinese characteristics,” it 
has developed a patchwork of laws and regulations aimed at 
making doing business in China more predictable and 
attractive to foreign investors. The central government also 
has established the Ministry of Foreign Trade and Economic 
Cooperation (MOFTEC), which is charged generally with 
overseeing foreign investment in China. Pursuant to legisla- 
tion adopted by the National People’s Congress, MOFTEC 
has promulgated regulations and rules governing a number 
of investment vehicles and entities through which foreign 
investors may participate in the Chinese market. Below we 
discuss some of the more widely-used forms of business. 
Establishing a representative office 

Before attempting to buy or sell goods or services 
in China, many firms open a Chinese office to establish 
business contacts, investigate potential joint venture 

partners, and conduct market research. The State 
Administration for Industry and Commerce (SAIC) 
requires such foreign companies to register a “represen- 
tative office” within six months of establishing a busi- 
ness presence in China. Such registration is required in 
order lawfully to open a bank account, to employ 
Chinese nationals, to advertise the company name, and 
for other basic operations. The penalties for non-regis- 

| tration can be quite serious. 

Establishing a representative office provides the 
all-important first impression to the company’s prospec- 
tive business partners and customers, but is only a first 
step toward a more permanent presence in China. A rep- 
resentative office is prohibited from doing business in 
China that generates income for the foreign company; a 
branch office or a domestic business entity must be 
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established for that purpose. 
Selecting the correct form of business entity 
Branch Offices 

When a foreign company is ready to take the next step — to 
begin income-producing activities in China — there are many 
forms through which the company may do business. Since July 1, 
1994, foreign companies have been permitted to establish branch 
offices in China without the necessity of establishing a new 
Chinese entity. Like all business operations conducted by for- 
eigners, an unincorporated branch office must be approved by 
MOFTEC or its local designated agency. The primary reason for 
setting up a branch office is that the government does not require 
as high a level of investment as for other types of entities. A major 
disadvantage is that the foreign corporation is exposed to poten- 
tially unlimited liabilities from its Chinese operations. 

Wholly Foreign-Owned Enterprises 

A foreign company also may enter the Chinese market by 
establishing a Wholly Foreign-Owned Enterprise (WFOE). A 
WEOE is a Chinese legal entity, in which the investor's liability 
is limited to its capital contribution. A WFOE may be the appro- 
priate medium for companies with several years’ experience 
and established business contacts in China. However, most 
American companies entering the Chinese market for the first 
time choose a Chinese partner who they hope will know the 
market, help accelerate government approvals, assist with 
employment issues, and generally deal with cultural issues 
which may be confusing or non-obvious to foreigners. 
Sino-Foreign Equity Joint Ventures 

One of the most popular forms of joint Chinese-foreign 
investments is the Sino-Foreign Equity Joint Venture com- 
pany (Equity Joint Venture). As in the case of a WFOE, the 
liability of an investor in an Equity Joint Venture is limited 
to its capital contribution, 

Generally, the foreign partner(s) are required to contribute 
at least 25% of the registered capital of the new company, but 
there is no minimum requirement for the Chinese partner, A 
partner may contribute capital in the form of cash, or assets 
such as buildings, equipment, materials, and technology. 
However, no more than 50% of the foreign party's capital con- 
tribution may consist of technology, and such foreign party con- 
tributions of technology may not exceed 20% of the total regis- 
tered capital. Frequently, Chinese partners are short on cash, 
but can provide land-use rights (outright private ownership of 
land is forbidden) and other valuable assets. Labor and ser- 
vices, however, cannot be valued as a capital contribution. 

A partner may not withdraw its invested capital during the 
life of the Equity Joint Venture, which is limited to 50 years, and 
generally cannot transfer its interest in the venture without gov- 
ernment approval. Profits and losses of the venture are shared 
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among the partners in proportion to their equity in the company. 

The Equity Joint Venture law and regulations also pro- 
vide for the appointment of a board of directors. 
Appointments to the board must be made in proportion to the 
parties’ respective capital investments. By law, certain deci- 
sions may only be made upon a unanimous vole of the board. 
A chairman and a vice chairman are appointed from among 
the board members. Control of day-to- day operations, howev- 
er, may be vested in a general manager, who may be either a 
Chinese national or a foreigner legally residing in China. 

Upon its approval by the government and issuance of its 
business license, an Equity Joint Venture is a Chinese legal 
person, and is subject to most of the rights and obligations 
imposed by Chinese law on Chinese nationals. These obliga- 
tions include the requirement that “joint ventures shall active- 
ly support the work" of labor unions in the enterprise, by pro- 
viding necessary housing and facilities to the union, and by 
allotting 2% of the total amount of real wages of the venture’s 
staff and workers for payment into a labor union fund. 
Sino-Foreign Contractual Joint Ventures 

As an alternative to the Equity Joint Venture, a foreign 
company and its Chinese partner may establish a Sino- 
Foreign Contractual Joint Venture (Contractual Joint 
Venture). The parties to a Contractual Joint Venture have a 
greater degree of flexibility than in the case of an Equity 
Joint Venture. For example, there is no minimum foreign 
investment requirement, and the parties’ contributions to 
the venture may include labor, resources, and services. 

A Contractual Joint Venture may involve the creation of a 
Chinese legal entity, but this is not mandatory. Moreover, there 
is no limit on the duration of the venture, and profits and loss- 
es are allocated among the parties in the manner they agree 
upon, rather than according to their investment shares. For 
this reason, and because the parties’ percentage of ownership 
can change without government approval, it is possible to 
structure a Contractual Joint Venture so that the foreign 
investor receives a full return on its investment rather early in 
the venture in exchange for the Chinese partner's taking total 
ownership of the venture. Accordingly, the Contractual Joint 
Venture frequently is used for build-operate-transfer projects, 
Repatriation of profits 

Repatriation of profits from a business venture in China is 
a subject of major concern to foreign investors. The Chinese cur- 
rency, known as the renminbi, is not yet fully and freely 
exchangeable into U.S. dollars or other freely convertible cur- 
rencies. Additionally, enterprises with foreign investment have 
been required in most cases to balance their foreign exchange 
accounts, by earning “hard currencies” from the export of goods 
or services in order to repatriate profits abroad. Exceptions to 
such restrictions can be obtained in the case of enterprises 
which provide infrastructure improvements, advanced technolo- 
gy, or other important inputs to the Chinese domestic economy. 
The need for expert advice 

The laws and economic policies of China are evolving, and 
China's lawmaking process is much less transparent than that 
of the U.S, Some internal government policies are not Officially 


published, but nevertheless may impact upon a company’s busi- 
ness. Moreover, the actual practices of government approval 
agencies do not always reflect the letter of the laws and regula- 
tions that are published, For these reasons, in some cases, 
there may be advantages in obtaining approvals from provincial 
authorities rather than at the national level in Beijing. It also 
can be very important to obtain the advice of a China-based for- 
eign legal consultant and an international accounting firm with 
offices in China. A number of U.S.- and European-based law and 
accounting firms have established offices in Beijing, Shanghai, 
Shenzhen, and other major Chinese cities. 

It is said that in China, “nothing is easy, but everything is 
possible.” Like most things in China, establishing a business is no 
simple undertaking. But with the proper resources, information, 
contacts, and patience, American investors in China may indeed 
open a new world of possibilities for their business. MBLJ 
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